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SUBJECT: Bi ot echnol ogy O Technol ogy Conpany Research Expenses Credit/Net Qperating
Loss/All ows Transfer O Refund of Unused Tax Benefits/FTB to Report

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of bill as
introduced/amended

X AMENDMENTSIMPACT REVENUE. A new revenue estimateis provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’'S CONCERNS stated in the previous analysis of bill as
X introduced _February 24, 2000

X FURTHER AMENDMENTS NECESSARY.

DEPARTMENT POSITION CHANGED TO
X REMAINDER OF PREVIOUSANALYSSOF BILL ASINTRODUCED February 24, 2000 STILL APPLIES.
X OTHER - See comments below.

SUWVARY OF BI LL

Under the Bank and Corporation Tax Law (B&CTL), this bill would allow a

bi ot echnol ogy or technol ogy conpany with unused tax benefits (research credit
carryovers and net operating |oss (NOL) carryovers) to surrender those benefits
to the state for a refund equal to 50% of the value of the unused tax benefit.

SUVMVARY OF AMENDMENT

The May 18, 2000, anendnents nmade the foll ow ng changes:

1. Renoved the criterion that the biotechnology or technol ogy conpany nust have
its headquarters or base of operations in this state.

2. Provided that the bill is effective for income years beginning on or after
January 1, 2000, and before January 1, 2006.

3. Added a new criterion that the provisions apply only to conpani es conducti ng
clinical studies on a new drug or a new bi ol ogi cal or nedical device.

4. Added a requirenent for the departnment to report to the Legislature annually on
the utilization of the credit.

The May 18, 2000, anendnents resolved the constitutional consideration raised in
the department’s analysis of the bill as introduced. The provision regarding
effective dates resolved an inplenmentation concern regardi ng whet her taxpayers
could surrender tax benefits and claimrefunds only for the current year or

whet her the taxpayer could request a refund for any tax year not barred by the
statute of limtations. Except for these resolutions, the revenue estimte and
two new i npl enmentation considerations included as nunbers 9 and 10 bel ow, the
remai nder of the departnment’s analysis of the bill as introduced still applies.
In addition, the follow ng policy, inplenmentation, and technical considerations
still apply and are included bel ow.
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Pol i cy Considerations

This bill would set the maxi mum annual surrendered benefits at $25 million
per incone year. An inconme year does not necessarily cover the same period
as a cal endar year or state fiscal; corporate taxpayers generally may choose
to have their income year begin on any nonth of the year. As a result,
different taxpayers have different incone years. For exanple, income years
for the year 2000 may begin in any nonth between January 2000 and Decenber
2000, the latter of which would end in Novenber 2001. Therefore, there is a
23-month period between the beginning of the first income year and the end
of the last incone year for each cal endar year (e.g., 2000). As a result,
the bill would provide an inherent advantage to taxpayers with early incone
years because they would be able to surrender their tax benefits and claim
the refund (on their original or anended return) before those with a later
i ncome year and before the annual aggregate maxi nrum anount of refund would
be reached. The $25 million maxi num anobunt of surrender and refund
potentially could be reached before the taxpayers with | ater begi nning

i ncone years are able to file their returns.

Historically, fraud has been associated with refundable credits (such as the
state renter’s credit, the federal Earned Incone Tax Credit, and the federa
farmgas credit).

This bill would provide a tax benefit for taxpayers filing under the B&CTL
that would not be provided to other simlarly situated taxpayers that file
under the Personal |Inconme Tax Law (PITL). Thus, this bill would provide
differing treatnent based solely on entity classification.

| npl enent ati on Consi derati ons

Departnment staff has identified the follow ng inplenentation considerations.
These i npl enmentati on considerations would make it very difficult, if not

i mpossible, to properly inplement this bill. Additional concerns may be
rai sed as the departnent continues to analyze the bill. Departnent staff is
willing to assist the author with any necessary anendnents to resol ve these
concerns.

1. The departnment has not admi nistered a refundable tax credit under the
PITL since the refundable renter’s credit was suspended in 1993. The
departnment has never adm nistered a refundable tax credit under the
B&CTL. Establishing a refundable tax benefit process would have a
significant inpact on the departnent’s prograns and operations and
require extensive changes to forns and systens.

2. A corporation and its affiliates would be limted to a maxinum lifetine
refund of $20 million. Considering that a corporation may exi st
indefinitely and may have an unlimted and varying nunber of affiliates
during those years, it would be difficult, if not inpossible, for the
department to ensure that the maxinumlifetine refund limt is observed.

3. To adm nister the $25 million annual maxi mum provi sion, the departnent
woul d need to establish a tracking systemto maintain a total of the tax
benefits surrendered per incone year
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Moreover, the bill does not specify how the departnment is to allocate
surrender authorizations to nultiple unrel ated taxpayers that file

sinmul taneously for refunds that in the aggregate exceed the maxi num
annual limtation amunt. |In addition, if the anpunt of tax benefits
refunded during an incone year does not exceed the maxi mum annual anount,
it is unclear whether the maxi mum anmount could be transferred to the
succeedi ng i ncone year and thereby increases the next year's maximum
armount .

4. This bill would provide a paynent to a taxpayer in exchange for unused
tax benefits. Although |abeled a refund, the paynment has no connection
to taxes previously paid. The tax treatnment of this paynment is unclear.
For example, if the refund were considered a contribution to capital of
the corporation, it would be nontaxable under federal and state tax |aw.
However, a contribution of capital in the formof noney requires a
reduction in the basis of certain property held or acquired by the
cor porati on.

5. This bill uses various terns that are not defined, such as “highly
educated,” “highly trained,” “corporation business taxpayer,”
“headquarters,” “new drug,” and “new bi ol ogi cal or nedi cal device.”
Further, ternms are used inconsistently and in an unusual context that add
confusion to the provisions. Undefined terns and uncl ear definitions can
| ead to di sputes between taxpayers and the departnent.

6. This bill does not address whether only the entire unused tax benefit or
portions of the unused tax benefit may be surrendered for refund.

7. It is unclear whether the departnent could reduce or offset refund
amounts for other anmobunts owed.

8. It is expected that the departnment would manually review the clains for
refund and attached docunentation since the refund anobunts could be
significant.

9. The NOL carryover is “post-apportionment” for each corporation within a

conbi ned report. This bill appears to use the apportionnent factors to
further reduce the NOL carryover before the tax rate is applied to
determ ne the value of the surrendered NOL. |If duplicate apportionnent

of the NOL is not intended, the bill should be changed to apply a
separate manner of valuing the NCL and the credit.

10. The requirenent that the departnent report to the Legislature states
that the information to be reported is the “utilization of the credit

aut horized by this act.” This bill does not authorize a credit; rather
it authorizes a refund of certain unused credits and net operating |oss
carryovers. |If the intent is to have the report include information

regardi ng the surrender and refund of the research credit and NOL, the
reporting requirement nust be rephrased.
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Techni cal Consi derati ons

In defining “unused tax benefits,” this bill refers to provisions of Section
23609, which prescribe carryover rules, but erroneously references
subdi vision (d) of Section 23609 rather than subdivision (f).

The bill refers to a biotechnol ogy or technol ogy conmpany's applicable
“allocation” factor, but references the “apportionnent” rules as provided
for in Sections 25120 to 25139, inclusive. It appears that the word
“apportionnment” should be properly substituted for the word "allocation" if
that is consistent with the author's intent.

FI SCAL | MPACT

Departnental Costs

The departnment’s costs to administer this bill cannot be determ ned until
i npl enment ati on concerns have been resol ved.

Tax Revenue Esti mate

The revenue inpact for this bill is shown bel ow

Revenue | npact of AB 2328
Ef fective for inconme years BoA 1/1/2000
Enacted after 6/30/2000
Losses in $ MIlions
2000- 01 2001- 02 2002- 03 2003- 04
-$25 -$25 -$25 -$25

This estimte does not account for changes in enploynent, personal incone,
or gross state product that could result fromthis measure.

Revenue Estinmate D scussion

The May 18, 2000, anendnents did not change the revenue estinmate because the
total annual refund still is capped at $25 mllion per fiscal year. As
expl ai ned bel ow, the manner in which the revenue conputation is estimated
changed due to the May 18, 2000, anendnents. That is because the

requi rement that a corporation nmust have its headquarters or its “base of
operations” in California was renoved and the requirenent that a conpany
must be conducting clinical studies on a new drug or a new biol ogi cal or
medi cal devi ce was added.

The revenue inpact of this proposal depends on the anobunt of unused R&D
credit and NOL carryover and the anount of benefits that would be
surrendered for refund. The revenue loss is limted to $25 mllion per
fiscal year

The anount of unused research credit and NOLs for biotechnol ogy or

technol ogy corporations was estinmated based on recent corporate tax return
data. For income year 2000, the estimated anmounts of qualified unused R&D
credits and NOL carryovers are $190 million and $76 million, respectively.
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The surrender percentage was assuned to be 50% Fromthese unused credit
and NCOL anounts, the revenue | oss without any refund Iimt for fiscal year
2000- 2001 woul d be $67 million ($266 mllion tines the assuned surrender
proportion (50% tinmes the surrender price (50 cents on the dollar)).

However, because of the refund limt, the revenue | oss would be $25 million
per fiscal year.

BOARD PGSI TI ON

Pendi ng.



